: MANAGEMENT INFORMATION SERVICE 


Revers Page 1143 
1h. Oct. = "55 


NAL CITY MANAGERS’ ASSOCIATION 
T 60TH STREET — CHICAGO 37, ILLINOIS 


Route To: 


was prepared in response to an inquiry from a municipality subscribing to this Service Renan ts, 


distributed to all subscribers. The contents may not be reproduced without permission, 


PREPARATION OF THE CAPITAL BUDGET 


| Who should prepare the capital budget? What are the essential steps in compiling 
fae: estimates, reviewing projects, and integrating the capital budget with the 
| annual operating budget? 


. What is a capital budget? It is usually considered that part of the budgeting 
process that is concerned with the planning, scheduling, and financing of all phys- 
ical improvements such as streets, bridges, sewers, parks, buildings, and other 
assets of a more or less permanent nature. A capital budget is prepared on a five 
or six-year basis, is revised annually, and then extended for another year. It 
presents a priority listing of the improvements needed and a bahanced presentation 
of the revenues to finance these various projects. 


Of what benefit is it to a city to prepare a capital budget? For one, it 
enables the city to develop a well-rounded program of public needs and a depend- 
able order of the urgency of each project in comparison to other projects. It re- 
quires municipal officials and the council to review annually all methods of fi- 
nancing capital projects and to relate the amounts available to the needs of the 
city and its ability to finance various projects. A capital budget enables a city 
to work with other local government units in coordinating capital improvement 
projects. 


The capital budget is the vehicle that puts the city's capital improvement 
program into motion. However, the difference between these two terms is not always 
clear. The Portland, Mc., five-year capital budget draws this distinction between 


the two: 


"The capital improvement program is a list, with or without priorities, in- 
cluding all capital projects which are near enough in time to warrant detailed cost 
estimates......The capital budget is a five-year financial program with the con- 
struction and reconstruction of streets and sewers, schools, parks and playgrounds, 
airport projects, redevelopment projects, and any other capital projects which in- 
volve individual expenditures of over $10,000." 


Long-term financial planning is of even wider scope than the capital budget 
and is a comprehensive forecast covering as much as 20 to 25 years, setting forth 
estimates and objectives for public serviccs and facilities together with their 
means of financing. Long-term financial planning goes hand in hand with compre- 
hensive planning for the physical development of the city (the master plan). 


Responsibility for Capital Budget 


Primary responsibility for preparation of the capital budget generally lies 
with the planning department, but other departments have a considerable role to 
play. Considerable reliance must be placed upon the finance department for con- 
sideration of revenue policies, the public works department or office of the city 
engineer for engincering estimates, and other city departments for advice and con- 
sultation on a variety of projects, Revenuc and expenditure estimates for the 
annual operating budget should be compiled by the finance or budget director. 
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Despite all the emphasis of the responsibility of the various departments the 
chief soon ce reaths real focal point of the capital budget, The planning 
department, as a staff agency of management, must develop the shinee tis improvement 
program and budget within the framework of the chief administrator's thinking end 
fit it into the over-all city program. The role of the chief administrator is just 
as important in the preparation and presentation of the capital budget as it 1a far 
the annual budget. His job as the administrative head of the city government is to 
be cognizant at all times not only of the immediate needs of the community in terms 
of number of policemen, fire fighting standards, and other regular services, but 
also of the capital improvements which represent either maintenance or up-grading 
of the community's general standard of living. 
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The chief administrator cannot be altogether visionary in his approach, but 
both he and the community will lose in the long-run if the capital budget does not 
provide worthwhile goals for consideration by the city council. 


An analogy from the field of private business will be helpful here. Many 
successful businessmen will state that an enterprise usually cannot stand still-- 
it either must go forward and expand or gO backward and retrogress. This is often 
true of municipal governments. While the community may not expand significantly 
in population for reasons beyond its control, it must progress in the long-run in 
community facilities or face the prospect of losing a substantial part of its 
present population. 


Types of Projects To Be Included 
Decisions must be made in the original drawing up of a capital budget program 
as to the types of projects to be included. There will be no question about the 
inclusion of major additions to capital plant such as parks and playgrounds, fire 
stations, anew city hall, school buildings, and similar projects. Question can 
be raised, however, about the inclusion of three other types of projects. 


_ il. Should self-liquidating projects such as utility projects or municipal off- 
street parking lots be included in the capital budget? This qucstion should be 
resolved by considering the form and organization of the annual operating budget 
which in turn is based upon the accounting system used in the city. If self- 
supporting utility enterprises have separate sets of accounts, as they should, then 
utility capital projects should be shown in a separate section of the capital budget, 
just as utility revenues and expenditures are shown separately in the operating 
annual budget. The acquisition and improvement of an off-strect parking lot would 
only be shown separately if the parking lot is accounted for as a utility enterprise 
on a self-supporting basis, financed by parking meter revenues and off-street park- 
ing lot charges. 
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2. Should passenger automobiles, police cars, and heave motor equipment be in- 
cluded as capital expenditures for the capital budget? The answer is generally no 
if expenditures of this type are financcd on a recurring basis through a working 
capital fund with charges to using departments, even though in on accounting sense 
they are capital outlay items. In smaller cities, however, when motor equipment 
is bought infrequently, it is desirable to include such items in the capital budget 
so that these expenditures can be anticipated well in advance. These items may 
properly be included in the capital budget since its primary purpose is to plan and 
schedule large nonrecurring expenditures. 


3. Should the capital budget include major items of replacement and reconstruc-~ 
tion? Such items should be included in the capital budget, but a distinction should 


eae a abe & reconstruction on the one hand and maintenance on 
the other. Th: can be drawn with a fair degree of precisi 

Ueiae BR icste ton ot g precision for most activ- 
ities, part : reet work, A surface treatment project or x 

of streets ordinarily is considered as maintenance and ene ‘f a& part eer ssapeues 


ee atest Street repaving with asphalt or cement concrete is considered 
hapa on and thus is a part of the capital budget. Likewise, expensive main- 
} projects or remodeling of public buildings can also be included in the 
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Departmental Estimates 


The basis of the capital budget is a carefully prepared and organized c 
tion or reservoir of development projects, Funiitiny those already ae sas 
those sufficiently considered to warrant formal proposal. Individual projects must 
be weighed on the basis of over-all merit in relation to other proposals conform- 
ance to the master plan, and accuracy of cost estimates. 


In Richmond, Va., department heads are given concise and intelligible instruc- 
tions on project estimate procedures. They are presented with a numbered list 
which has classified all possible types of projects, This is done in the interest 
of orderly presentation and consideration of individual projects in their relation 
to a balanced program. 


Projects must be defined and considered in two groups. A primary project con- 
stitutes the major portion of a total project while a cede eat ae 
which arises from, or is made necessary by a primary project. "Modernization of 
the city hall" would be a primary project of the first type described above. "Widen 
and reconstruct Hall Street from Jefferson Avenue to Baseline Road" would be a 
primary project of the second type described above which, in turn, would give rise 
to or make necessary several secondary projects such as "lowering gas mains," im- 
prove street lights," and "relocation and renewal of water mains." 


Department heads in Richmond use "Work Forms" to submit their project estimates, 
A white form is used for primary projects, yellow for secondary. <A form is com- 
pleted for projects already underway as well as for new projects or ones not yet 
authorized but meriting further consideration. (The above form is shown on the 
last page of this report for illustrative purpose. Smaller citics may wish to use 
it as a guide in adapting it for their use. ) 


The Richmond form provides space for the complete project title, discription, 
and a written justification by the department head. Cost estimates are broken down 
for future ycars in both amount and percentages. Items included in the cost es- 
timates are engineering, site acquisition, construction and other costs. Space is 
also provided to show available outside funds, prior authorizations by the city, 
future funds necdcd and suggested methods of financing. In addition the department 
head is required to estimate the future annual maintenance and opcrating costs oc- 
curring from the improvement and estimates of any additional revenue. Finally, 
the department head must list any secondary project resulting from the primary 


project and its estimated cost. 


Revenue Estimates 


Simultaneously with the development of capital projects by individual depart- 
ments, the planning or finance department should develop revenue estimates to fi- 
nonce these projects. All current sources of revenue should be explored including 
real and personal property taxes; nontax revenucs such as licenses and permits; 
nonproperty taxes such as admissions, business license taxcs, ond other sources; 
service charges including those for self-supporting utility cntcrprises; special 
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assessments; and grants-in-aid from other governments. The othcr major sources of 
revenue are reserve funds that may be available and the amount that can be raised 
by general obligation and revenue bonds. 


The capital budget for the 1955-56 fiscal year for Springficld, Mo., presents 
on "estimate of receipts" from the following sources: future bond issues, general 
revenue surplus, special taxes, county participation, and airport receipts. The 
same type of recapitulation is made for the sources of revenue for the six-year 
program of capital improvements. Bond funds are expected to finance a major part 
of the capital projects in Springfield. 


The capital improvement program for Two Rivers, Wis., covering 1955 to 1960 
has a careful historical analysis of revenues from 1946 through 1953 for the gen- . 
eral fund, the city hospital, public school system, vocational school, and debt 3 
service requirements for general obligation bonds. The report points out that as 
of that date (March , 1954) a two-year program of capital improvements had been com- 
pleted involving expenditures of $2,000,000; one-fourth of the program had been 
financed by borrowing. The report then presents the six-year plan to be financed 
entirely out of current revenues, including payments from the general fund and 
other funds, surplus and reserves, and federal and state aid. 


Estimates of eratin ense 


Mony capital projects are of a type to entail continuing operating expend- 
itures. A new fire station, for cxamplc, in an expanding section of the city will 
require immediately upon completion a fire company with adequate men to staff the 
fire house on a 24-hour basis. Unless these men are available through transfer or 
reassignment from companies, provision must be made in the budget for the additional 
men required, 


It cannot be emphasized too strongly that these estimates of operating ex- 
pense must be made as carcfully as possible for every capital project. For some 
facilities the operating and maintenance costs over a period of years will exceed 
the original capital investment, The inflationary trends of the past decade make 
it extremely difficult to provide valid estimates. This applies particularly to 
the spiraling wage levels for municipal employees. The estimates must be made, 
however, or the capital budget will be incomplete. 


—" y. ie =" 
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An excellent case can be made for preparing a long-term operating budget in 
conjunction with a capital budget. One purpose is to point out to the city council > 
ond citizens that there is a fundamental difference between continuing requirements 4 
for operating expenditures and non-recurring expenditures for capital projects of , 
enduring value. Second, both long-term budgets are planning and financial tools ; 
which enable management to foresee changes in various city programs and to reflect 
these changes in a more meaningful annual budget. 


These planning cfforts, if used to advantage, can save time in preparing the 
annual budget. In addition, o long-term operating budget is a necessity due to 
the practical problem of kceping total costs of regular operations ond capital im- 
provements within limits of sound financing end 2 reasonably uniform tax rate. 
Without on estimate of future operating costs, including additional costs resulting 
from the proposed capital improvements, this cannot be accomplished. 


Winnetka, Ill., prepared a three-year operating budget in 1951 in which the 
estimates for the third year, 1953-1954, differed by less than 5 per cent from the 
actual revenues ond expenditures for the 1954 fiscal year. (For the methods used 
by Winnetka sce "Budgeting for 1954," by John L. Scott, in Municipal Finance for 
November, 1951, pp. 87-91.) 
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___ Forecasting of probable general fund tax revenues is probably more difficult 
than expenditures, since many revenue sources are related to unknown, variable 


pycorcic factors. A careful analysis, however, of past and present financial data, 


tax collection data and trends, th 

Pacer eCoLc 9 the local and national economic outlook, trends in 

_ building permits issucd, and the outlook for future construction will Hele in fore- 

_ casting future revenues. Moreover, like the capital budget the long-term operat. 
ing budget must be reviewed and revised annually ond extended for another year. 


_ Expenditures shown in the long-term operating budget can be divided into three 
categorics: (ea) public improvements, including o11 major capital improvements to 
be financed from the general fund, such as the purchase of land, construction or 
alterations of buildings, major sewer constructions and other improvements of a 
permanent nature, (2) new cquipment including individual departmental equipment of 
& semi-permanent nature such as trucks, automobiles, public works equipment, office 
machines, and similar items; and (3) regular operation including all expenditures 
for personal services, contractual services and commodities. 


Estimates of the cost of future public improvements financed from the operat- 
ing budget are obtained from the capital budget. It is important that the esti- 
mates actually be large cnough to mect the full cost of improvements in the year 
they are scheduled. This may be quite difficult in periods of rapidly rising con- 
struction costs. One partial solution is to moke all estimates liberal and carry 
over ony surplus funds into the next budget. Another possibility is to schedule 
a number of improvements of varying costs so that if the allotment for one project 
is not sufficient, one or more of the scheduled improvements may be postponed or 
abandoned to keep the budget in balance. 


Estimates of future requirements for new equipment can be obtained from de- 
partment heads who should plan their future needs. Cost estimates for new cquip- 
ment, if obtained from department heads, should be checked by the finance officer 
or purchasing agent to be sure that adequate funds are budgeted. Planned replace- 
ment schedules, cspecially for public works equipment and police vehicles, should 
be developed in this connection. Winnetke, is scheduling new cquipment expend- 
itures for a three-year period, attemptcd to keep total new cquipment expenditures 
at approximatcly the same figure for cach of the three years, although there were - 
considerable differences for cach department in cach year. 


Perhaps the most accurate way to forecast regular operating costs would be to 
prepare scparate budgets for cach ycar, attcmpting to foresce changes affecting 
each account. This method, however, is neither practical nor necessary and ac- 
curate results can be obtained with simpler and shorter mcthods. 


Winnetka, Ill., separated departmental expenditures into personal services 
and other operating expenses, inasmuch as personal services accounted for approx- 
imately 60 per cent of all operating costs. The budget for the coming year was 
then examined to determine what part of the increase in regular operating expense 


was due to increases in personal services. 


Factors which must be taken into the consideration in estimating future per- 
sonal services cost ares total current personal services cost, future merit in- 
creases, cost of living inereases and hiring additional employees. Each of these 
factors will vary each year depending on the economic situation, the number of em- 
ployces and additional improvements or programs which require additional employees. 
For the fiscal years 1952-53 ond 1953-54 Winnetka carried in its three-year operate - 
ing budget an increase of $1,600 for personal services cost, including on estimate 
for a cost-of-living increase and merit inercases. This amount was based on 4 per 
cent of the total budgeted amount for personal services in the 1951-52 fiscal year. 
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The costs of contractual services ond commodities in the Winnetka forecast was ; 


set at the same amount as its 1951 budget rather than attempt to estimate future 
increases in the prices of goods and services. 


Review of Estimates and Establishment of Priorities 


When the estimates have been compiled, the chief administrator with the as- 
sistance of the planning agency should review all proposals and confer with de- 
partment heads in an effort to correlate city-wide needs with city and regional 
plans and to develop a system of priorities. The next step is the adjustment of 
the desired program with ability to pay and the preparation of the tentative 
program. 


The chief administrator must take an active part in this stage of the process 
of formulating the capital budget. This final step involves adoption of a def- 
inite financial policy and the fitting of the capital program to the city's pocket- 
book. The administrator at this point should secure from the city council at least 
a tentative approval on a financial policy--whether the city will proceed.on a 
complete or partial pay-as-you-go plan or finance all projects by borrowing. 


Since the total requested program is likely to be far in excess of future 
aveilable funds, it then becomes necessary to select the most pressing projects and 
to allocate them to given years in the order of need. Some may have to be elim- 
inated and others deferred to a later period. The final schedule then can be drawn 
for individual departments and for the city as a whole. 


The determination of priorities is the most difficult part of the capital 
budget process for the chief administrator. It is ultimately a political deter- 
mination made by the city council in which the demands and needs of diverse in- 
terest groups must be reconciled within the limits of the city's financial fi- 
nancial structure. The determination of priorities, however, and thus the selec- 
tion of capital projects should be done as far as possible upon the basis of com- 
munity planning and systematic procedures which give weight to relative needs of 
different segments of the community. 


These broad generalizations can be illustrated more specifically by examples 
of the determination of priorities taken from the 1955-1959 capital budget for 
Portland, Me. Street program priorities are based on the following factors: 

"(a) area served, whether residential, commercial or industrial, local or throughs 
(b) people served, in terms of traffic volumes; (c) condition, including appraisals 
of grade, cross section, rails, and roughness; and (d) adequacy, a measure of how 
well the street is doing the job at the present time." 


The school program is based on a study of population forecasts and predicted 
school enrollments. The findings were incorporated in a separate planning com- 
mission study made in late 1954. A clue as to the priorities for parks and play- 
grounds is provided in the statement that "most of these projects are small proj- 
ects designed to provide adequate play facilities in connection with schools." 


By implication a priority is established for urban redevelopment with the 
statement that "failure to continue with this program would undoubtedly mean the 
continued decline of large portions of the older section of the city with an ac- 
companying loss in tax revenues." Similar standards of community benefit are set 
forth for other phases of the Portland capital budget including street rehabilita- 
tion, sewers, municipal airport, and public buildings. 
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ae Final Preparation of Capital Budget 

Bee bs. y. 

Once the estimates have been received and the priorities determined, final 

_ Preparation of the capital budget can begin. In prepari 

Ae gala F g preparing the program for sub- 

_ mission to the chicf administrator, the staff agencies (finance, planning, etc.) 
ager aoe use one forms that are distributed to department heads while 

(other cities use spec orms or tables. Thus the capital i | 2 

cities vary considerably. f aie picasa 


In Philadelphia a six-ycar capital improvement program and capital budget are 
prepared and recommended each year by the planning commission and transmitted to 
the mayor. In addition to the total recommended capital program and budget, the 
documents include for each project the estimated annual operating cost, total es- 
_ timated cost, cost through the previous budgct, and cost, if any, to complete 
beyond the six-year period. A supplementary text is also transmitted which ex- 
plains the financing of the program and describes briefly the purpose and need for 
each proposed improvement. 


The mayor must forward the capital program and budget of Philadelphia to the 
eity council exactly as he receives them, but he may make any comments or sugges« 
tions. Both the capital program and capital budget are adopted officially by the 
city council after hearings and. prior to adoption of the operating budget. 


The 1955-1960 capital program for Philadelphia includes a list of major proj- 
ects completed from 1949 to 1954 and projects as present underway as well as a 
section on what is planned, including a map illustrating the six-ycar program. A 
series of tables indicate for each of the years, 1955 to 1960, the source of funds, 
projects subject to debt limits, amounts recommended for self-sustaining projects, 
and debt service costs. This is followed by detailed information in various fields 
such as streets, highways, refuse disposal, health, welfare, and so.on. The bulk 
of the report is devoted to the recommended program of public improvements grouped 
by departments and agencies. The capital budget for 1955 is last. It shows the 
projects by city department and the amounts allocated by sources of revenue from 
existing and projected loan authorizations and from operating revenucs. Five per 
cent of the cost of each project is paid from operating revenue. 


The improvement program of Two Rivers, Wis., for 1955-1960 is financed com- 
pletely on a pay-as-you-go basis. As such the description of the projects for 
each year of the six-year period indicates the sources of revenuc; general or 
other fund payments, reserve funds, ond federal or state aid. The program report 
also makes some assumptions regarding population forecasting, gives a statistical 
resume of the history and geography of the city, and a review of the city's fi- 
nancial history and condition including statistics for the public and parochial 


schools. 


The Springficld, Mo., capital budget is printed in the second half of its 
annual budget document. The 1955-56 capital expenditures are listed in priority 
order with the estimated cost, the method of financing, and a short justification 
and explanation of each project. The projects for the full six-ycar capital im- 
provement program also are listed in order of their need, with their total esti- 
mated cost, yearly estimated expenditures, and sources of revenue. A table of 
revenue sources shows 1954 actual, 1955 estimated, and 1956 tentative amounts. 


Review and Adoption 


Formal presentation to the council is usually the duty of the chief adminis- 
trator. In some cities such as Portland, Mec., the capital budget is presented 
directly to the council by the planning agency. The chief administrator should, 
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however, work closcly with the planning board to develop a capital budget which 
has the benefit of both the manager's views and the visionary thinking of plonners. 


The usual procedure is to adopt with modifications the first year of the 
capital budgct as a part of the over-all current budget and then tentatively to 
authorize the remainder of the program subject to annual revisions and authoriza- 
tions. These tentative authorizations of course are not binding on future coun- 
ceils, The advantage of presenting the entire capital budget to the council is 
thot an opportunity for 2 public hearing is afforded, thereby arousing greater 
citizen interest. 


The capital budget for the first year should be considered an integral part 
of the regular annual budget prepared by the city manager or chicf administrator. 
It is a matter of choice as to whether the six-year capital budget should be in- 
cluded with the annual budget or should be published as a separate document, There 
is no question, however, that the first year of the capital budget should be in- 
cluded in a separate section of the annual budget. During that one fiscal year 
the capital program is just as much ao part of the regular operations of the city 
government as the police department, fire department, public library, or any other 
phase of the city government, 


Capitol budget appropriations generally are made to the general fund, utility 
funds, bond funds, or other funds to which they apply. A separate capital improve- 
ment fund is not necessary for accounting purposes. provided that separate capital 
budget records are maintained, Some citics, however, may wish to establish a 
separate capital fund in order to permit the accumulation of reserves and to carry 
over appropriations from one year to another. Some officials feel that a separate 
fund is desirable in order to distinguish clearly between the capital budget and 
annual budget and to reduce any confusion which might result with capital budget 
appropriations being mingled in the annual budget with general fund appropriations, 
In either case, the public works or finance departments should maintain construc- 
tion progress records of the type described and illustrated in MIS report No. 127 
"Management Recores for Construction Projects." 


The capital budget should be published and distributed to local business, 
civic and taxpayers' groups interested in the city's finances at some stage in the 
procedure. This publicity is particularly important if taxpayers subsequently are 
to be called upon to authorize bond issues for parts of the budget, or to vote 
special tax levies for ¢ertain of the capital projects. 


The aid of a citizens' advisory committee may be particularly valuable in 
securing public approval. Such committees are sometimes used as study groups in 
the preliminary stages of the capital improvement program, but their value as a 
means of strengthening relations with the public and bringing the facts to the 
taxpayer appears to outweigh their use as a research group. Sec MIS Report No. 130, 

Use of Citizcn Advisory Committee," for suggestions on the role of such groups in 
copital budgeting. 


After presenting capital budget recommendations to the city council, the chief 
administrator may have a further job to do, assuming that the council adopts the 
recommendations, in presenting the program to the community. When council policy 
has been established it is perfectly proper for the chief administrator to "sell" 
these recommendations to the community as a representative of the council. 
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PREPARATION OF THE CAPITAL BUDGET 
Cooperation With Other Governments 


errs &. Most cities in metropolitan areas, ond many other cities as well, face the 


problem of trying to integrate a long-range program of capital projects with those 
of the independent school district, neighboring city governments, the county gov- 
ernment, and special districts for drainage, water supply, and other utilities. 

In some areas, especially where gencral obligation bond issues are used, it is a 
competitive situation with each jurisdiction trying to get its bonds approved 
first while the taxpayers are in a receptive mood. : : 


A solution to this type of problem is never easy. It depends upon a high 
degree of cooperation among governmental units and some willingness to give and 
take. The best answer for the greatest number of cities is the establishment of 
a regional or county-wide planning commission which can serve as a coordinator and 
clearing house of the various proposals for capital projects. Such an agency can, 

at the very least, encourage cities and other governments to avoid duplication of 
facilities, initiate and help schedule bond issues. | 


Even better a regional or county-wide planning commission can promote the 
joint construction, financing and operation of suitable projects. MIS Report No. 
104, "Intermmicipal Arrangements for Sewerage Service," has several examples of 
constructive approaches to intergovernmental cooperation in the provision of a 
specific service requiring a large capital investment. 


Notes This report has been limited to suggestions for drafting and submitting 
the capital budget. This job can be done better in the context of long-term fi- 
noncial planning with consideration given to community resources and needs beyond 
the six-year period of the capital budget. Long-term financial planning is de- 
scribed and illustrated in considerable detail in Chapter 13 of "Municipal Finance 
Administration." The fifth edition of this ICMA manual was published in October, 
1955. Grateful acknowledgement is made to the following officials for reviewing 
a tentative draft of this report and offering many useful suggestions: John E. 
Dever, city monager, Two Rivers, Wis.; Vernon D. Northrop, managing director, 
Philadelphia; and Julian H. Orr, city manager, Portland, Me. 
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